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THE FUTURE OF LIMITED LIABILITY COMPANIES
FOR BUSINESS AND ESTATE PLANNING
PURPOSES IN MISSISSIPPI
J Larry Lee*
"How s Business?"
"Good... but it could be better"
Business people and their advisors frequently discuss selection of a business
organization. Initially, younger entrepreneurs are concerned about liability in our
legal system and their asset protection. Securing limited liability may be complex and expensive, especially when income tax is considered as a cost of business. Business people often prefer the corporate organization because of general
acceptance in the community and a developed body of statutes, regulations, judicial decisions, commentaries, and other guidance. Middle-aged and older business people begin to provide for the orderly transfer of property to family members and the avoidance of unnecessary gift, estate and generation-skipping transfer taxes. Asset protection at this age includes an heir's self-indulgence and inlaws. Business people also become concerned with the continuation and conduct
of the business, family participation, and control.
This Article discusses some of the considerations relevant to the selection of a
limited liability company as a choice of business organization with a view to
future estate planning in Mississippi. Since valuation concepts are of such monumental significance to estate planning, their application to limited liability companies is also considered. Throughout, I have attempted to discuss the federal
taxation provisions and the effect of applicable Mississippi law. This Article was
completed before adoption of the Taxpayer Relief Act of 19971 and no attempt is
made to incorporate its provisions.
I.

INTRODUCTION-AN OVERVIEW OF THE PRINCIPAL ORGANIZATIONS

The principal organizations available for the conduct of a nonprofessional business in Mississippi are a proprietorship, a general partnership,2 a limited partnership,3 a limited liability partnership," a C corporation,' an S corporation,6 and a
limited liability company.7 Professional business organizations are excluded
from consideration as they are not normally utilized for transfers to family members for estate planning purposes. Limited liability companies are duplicative of
other organizations in some regards but also have distinctive features. In order to
* Professor of Law, Mississippi College School of Law; B.S., 1965, Misssissippi College; J.D., 1967, University
of Mississippi; LL.M. (Taxation), 1972, New York University.
1. Taxpayer Relief Act, Pub. L. No. 105-34, 111 Stat. 788 (1997).
2. MIss. CODE ANN. §§ 79-12-1 to -85 (1996).
3. MISS. CODE ANN. §§ 79-14-101 to -1107 (1996).
4. MISS. CODE ANN. §§ 79-12-87 to -119 (1996).
5. MISS. CODE ANN. §§ 79-4-1.01 to -17.04 (1996); see also Miss. CODE ANN. §27-8-3(l)(a) (1991).
6. MISS. CODE ANN. §§ 27-8-1 to -21 (1996).
7. Miss. CODE ANN. §§ 79-29-101 to -1204 (1996).
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focus on the attributes of limited liability companies, it is helpful to briefly discuss the organizations.
A proprietor is liable for all debts, liabilities, and federal and state taxation of
the business. A proprietorship is not a separate entity for any purposes and the
proprietor files a business schedule with his or her individual income tax returns
for the business income. Since the assets belong to the proprietor, this form is
neutral for estate planning purposes and not different from outright ownership.
In a general partnership, all partners are jointly and severally liable for debts
and liabilities of the partnership.' The partnership files federal and state informational income tax returns, but does not pay tax because its earnings or losses
pass to its partners as they have agreed or pursuant to their capital accounts.
Generally, assets may be contributed to or distributed from the partnership without tax liability. All partners may participate in management and bind the partnership. A general partnership is not extensively utilized for estate planning purposes because other organizations probably provide more substantial valuation
discounts.
A limited partnership is composed of two classes of partners, general and limited. The general partners are liable for all debts and liabilities of the partnership, but the limited partners are not liable beyond their investment in the partnership. The limited partnership files informational income tax returns, but the
earnings or losses pass to the partners as they have agreed or pursuant to their
capital accounts. Generally, assets may be contributed or distributed without tax
liability. The limited partners may not actively participate in control and management of the partnership.' A limited partnership is extensively utilized for
estate planning purposes because it provides a substantial valuation discount.
Although not limited to professionals, a limited liability partnership primarily
accommodates professionals practicing in a partnership organization. Once
elected, the partners are liable for their own professional acts and for the acts of
those they supervise or control, but not for the negligent professional acts of others in the partnership. This organization is a partnership that is not generally utilized for estate planning purposes because other organizations probably provide
more substantial valuation discounts.
A C corporation is an entity in which the shareholders are not liable for the
debts or obligations of the corporation absent an unusual event.1" The corporation files income tax returns and pays tax pursuant to § 27-7-5 of the Mississippi
Code" and § 11 of the Internal Revenue Code. 2 Profits are taxed at the corporate level as earned and dividends are taxed a second time when distributed to
shareholders. Neither earnings nor losses pass through to the shareholders.
Generally, assets may be contributed without tax liability. However, distribution
of appreciated property from the corporation to the shareholders causes a corpo8. MISS. CODE ANN. § 79-12-29(1) (1996).

9.
10.
11.
12.

MISS. CODE ANN. § 79-14-303 (1996).
Miss. CODE ANN. § 79-4-6.22 (1996).
MISS. CODE ANN. § 27-7-5 (1991).
I.R.C. § 11 (1994).

1998]

THE FUTURE OF LIMITED LIABILITY COMPANIES

rate tax. A shareholder may participate as an employee and be an elected officer
or director of the corporation. A C corporation provides a substantial valuation
discount for estate planning purposes.
An S corporation is also an entity in which shareholders are not liable for the
debts or obligations of the corporation, the same as a C corporation. However,
once elected, an S corporation's income and losses generally pass through to the
shareholders, similar to a partnership, although in proportion to stock ownership.
Assets generally may be contributed without tax liability, but corporate gain
results on the distribution of appreciated property from the corporation to the
shareholders which passes through to the shareholders. A shareholder may participate as an employee and be an elected officer or director of the corporation.
An S corporation provides a substantial valuation discount for estate planning
purposes.
In a limited liability company, the members are not liable for the debts or
obligations of the company absent an unusual event.13 In this respect, it is like a
corporation. If certain conditions are satisfied, the company files informational
income tax returns, but the earnings or losses pass to the members as they have
agreed or pursuant to the value of their contributions since the Internal Revenue
Service and the State Tax Commission treat the company like a partnership for
income tax purposes. 4 In this respect, it is like a partnership. Generally, like a
partnership, assets may be contributed or distributed without tax liability. All
members may participate in the company without losing their limited liability
status. A limited liability company may issue units of participation which are
similar to shares in a corporation; or reflect ownership with capital accounts, like
a partnership. A limited liability company is probably utilized more than a general partnership or limited liability partnership but less than a C corporation, S
corporation, or limited partnership for estate planning purposes primarily
because of valuation discount considerations. The proposed amendment to the
Mississippi Limited Liability Company Act discussed in Section III removes any
disparate treatment for estate planning purposes between a limited liability company and a C corporation, S corporation, or limited partnership.
In most circumstances, liability insurance coverage is obtained for a business.
Certain activities may not be high risk and its owners are satisfied to conduct
business in a proprietorship or general partnership. However, for many activities, business people desire an organization with limited liability.
After excluding a general partnership and a limited liability partnership in
search for a more substantial valuation discount, liability concern narrows the
choice to a C corporation, an S corporation, a limited partnership, or a limited
liability company. In a limited partnership, the general partner must be fully
liable. Historically, a common limited partnership technique to limit liability to
everyone has been to form a partnership with a corporation as sole general part13. MIss. CODE ANN. § 79-29-305 (1996).
14. Miss. CODE ANN. § 79-29-503 (1996); Treas. Reg. § 301.7701-1 to 3 (as amended in 1977).
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ner 15 with the business person owning control of the corporation. More recently,
a limited liability company or a limited liability partnership is the general partner. However, these techniques require dual organizations with additional filing
requirements, expenses and complexity that smaller businesses may find intolerable. A C corporation, S corporation, and limited liability company provides
limited liability to all shareholders or members. A limited partnership, S corporation, or limited liability company is treated as a pass through organization or
conduit for federal and state income tax purposes. This "flow-through" treatment allows losses to pass to the owners of the interests subject to the passive
activity loss and at-risk rules. 6 A loss in a C corporation does not pass to the
shareholders and must be utilized by the corporation. Income in a conduit passes
to the owners of the interests when earned and then distributions are generally
tax-free when not in excess of the owner's basis in the interests." Income in a C
corporation is taxed to the corporation when earned and then distributions are
taxed (a second time) to the shareholders. Many C corporations avoid distributions by making payments to owners in capacities other than as shareholders
such as salary, rent for assets used by the corporation, interest on debt, etc.
However, a single level on current income taxation to a conduit's owners is generally preferable to two levels of taxation in a C corporation.
The double taxation treatment also affects the transfer of assets to and from the
organization. In a limited partnership and a limited liability company, property
may usually be transferred by the partners or members to the organization and
from the organization to the partners or members without taxation.
In a C and S corporation, property may usually be transferred by the shareholders to the organization without taxation."a However, when the organization
transfers appreciated property to the shareholders, it recognizes gain as though
the assets were sold. 9 A C corporation must pay tax on this gain at the corporate level. An S corporation passes this gain to its shareholders who then
increase their basis in their stock. In addition to the gain at the corporate level,
the shareholders recognize income or gain at the shareholder level on their
receipt of the property.2" Of course, since the basis to the shareholders in an S
corporation increases for the corporate gain that passes through, no second tax is
imposed on S shareholders. However, the tax at the corporate level is onerous,
since no money is received on the transfer of appreciated property by a corporation to its shareholders as a distribution. Any tax owed at either the corporate or
shareholder level must come from other sources. The adverse corporate tax
treatment arises on removal of appreciated assets from a corporation. Many cor15. For a discussion of limited partnership with a corporation as sole general partner, see Norman Craig
Brewer, Comment, The Viability of a Tax Shelter Vehicle: Limited Partnership with a Corporation as Sole
GeneralPartner,49 Miss. L.J. 469 (1978).
16. I.R.C. §§ 465,469 (1994).
17. I.R.C. §§ 731(a), 1368 (a) & (b) (1994).
18. I.R.C. § 351 (1994). Compare the partnership treatment of l.R.C. § 721 (1994).
19. I.R.C. §§ 311, 336 (1994). Compare the partnership treatment of I.R.C. § 731(b) (1994).
20. I.R.C. §§ 301, 302, 331 (1994).
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porations are formed without serious consideration of future extraction of appreciated property because it may not be believed the shareholders will ever want
the property out of the corporation or that the property will substantially appreciate. Some recognize the corporate treatment problem, but are content to deal
with it later. However, the corporate tax treatment does not compare favorably
with removal of assets from a limited partnership or limited liability company
where removal is generally accomplished without taxation.
The corporate/conduit taxation consideration is affected by rate and bracket
differentials between an individual to whom income passes and a corporation. 21
The federal rates vary and have changed from time to time. Mississippi rates and
brackets are the same.
For many business people with concern about liability, expense, and complexity; with a preference for conduit taxation currently and forethought about later
extracting appreciated assets; and, with a desire for an orderly plan for later
transfer of property to family members, a limited liability company becomes a
viable organization choice.
II.

THE LIMITED LIABILITY COMPANY

A. Classification

1. Historical-The Resemblance Regulations
On March 15, 1994, Mississippi enacted the Mississippi Limited Liability
Company Act22 which authorized the organization with limited liability for all
members and conduit taxation.23 A limited liability company is a noncorporate
entity. The Mississippi statute is a "flexible" provision based on freedom of contract, similar to a general partnership. Flexible provisions allow the members the
choice to override statutory default rules. This organization allows partnership
taxation including the relative ease of contribution and distribution of assets,
without the personal liability of a partner in a general partnership or of a general
partner in a limited partnership.
The rules regarding the classification of a limited liability company as a conduit for taxation purposes recently changed from the historical considerations.
To achieve conduit treatment, an organization historically had to more closely
resemble a partnership than a corporation. Corporate resemblance dates to
Morrissey v. Commissioner24 in which the Supreme Court initiated a classification list: (1) associates in a joint business enterprise, (2) transacting business for
the purpose of sharing profits, (3) holding title to property in the organization's
name, (4) centralizing management in representatives of the owners, (5) continual life of the organization beyond the death of the owners, (6) means of freely
21. I.R.C. §§ 1, 11 (1994); MIss. CODE ANN. § 27-7-5 (1991).
22. MISS. CODE ANN. §§ 79-29-101 to -1204 (1996).

23. For a discussion of the act, see James A. McCullough, II & L. Bradley Dillard, Comment, The
MississippiLimited Liability Company: A New Choicefor Mississippi,64 Miss. L.J. 117 (1994).
24. Morrissey v. Commissioner, 296 U.S. 344 (1935).
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transferring beneficial interest in the organization without affecting the continual
life of the enterprise, and (7) owner's liability limited to the amount of their
investment.
Based upon later litigation in United States v. Kintner," Treasury issued regulations26 which seemed biased in favor of partnership classification, presumably
to moderate a professional's usage of corporate qualified retirement plans. These
regulations discussed six factors: (1) associates, (2) an objective to carry on business and divide the gains, (3) continuity of life, (4) centralization of management, (5) limited liability, and (6) free transferability of interest. Because both
incorporated and unincorporated organizations had associates and a business
objective, these were considered common characteristics and largely disregarded.
As a result, an organization had to possess more than two of the other four characteristics to be classified as a corporation. 7
The Mississippi act provided limited liability.28 In order to be taxed as a conduit under the resemblance regulations, two of the remaining three characteristics
-(1) free transferability of interest, (2) continuity of life, and (3) centralized
management-had to be absent from a limited liability company. In other words,
one of the remaining three characteristics could exist and the organization would
achieve conduit taxation. However, if more than one of the remaining three
existed, the organization would be taxed as a corporation under the regulations.29
These regulations were voluminous and complex, particularly regarding their
application to limited liability companies."
2. After December 31, 1996-The "Check-the-Box" Regulations
In response to the volume of classification concerns and in an effort to simplify this aspect of choice of organization or entity considerations, Treasury issued
Notice 95-1431 on August 17, 1995, which proposed a "check-the-box" elective
system that permits choice of tax classification. On May 9, 1996, Treasury
issued proposed regulations32 formalizing the elective procedure. On December
18, 1996, final regulations were issued adopting the elective procedure effective
January 1, 1997 and in Notice 97-11 the Internal Revenue Service indicated that
all prior rulings and revenue procedures that used the corporate resemblance
classification rules are obsolete. The "check-the-box" regulations replace and
eliminate the complicated resemblance regulations, although questions have been
raised about the propriety of elective classification under the interpretative
authority of § 7805 of the Internal Revenue Code. 4 The regulations keep the
25.
26.
27.
28.
29.

United States v. Kinter, 216 F.2d 418 (9th Cir. 1954).
Treas. Reg. §§ 301.7701-1 to -I1 (as amended in 1997).
Rev. Rul. 88-76, 1988-2 C.B. 360; Treas. Reg. § 301.7701-2(a)(3) (1960).
MISS. CODE ANN. § 79-29-305 (1996).
For an in-depth discussion of the resemblance association regulations, see WILLIAM S. MCKEE, WILLIAM S.

NELSON & ROBERT L. WHITMIRE, FEDERAL TAXATION OF PARTNERSHIPS AND PARTNERS

30.
31.
32.
33.

3.06, 3.07 (3d ed. 1996).

Alan G. Denee, Limited Liability Companies, 31 U.S. Tax Rep. § 3 (July 29, 1993).
I.R.S. Notice 95-10, 1995-1 C.B. 297.
Prop. Treas. Reg. §§ 301.7701-1 to 301.7701-3 (1996).
I.R.S. Notice 97-1, 1997-2 C.B. 22.

34. See MCKEE, NELSON
(3d ed. 1996).

AND WHITMIRE,

supra note 29, at

3.08.
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threshold determination of whether an undertaking creates an entity." Expensesharing arrangements, co-ownership of income producing property, certain contractual arrangements, and certain corporations that perform governmental functions are not entities. Business entities are then differentiated from trusts, since
trusts do not have associates or an objective to carry on a business for profit.3
Business entities are then classified into two categories, incorporated and unincorporated. Incorporated business entities and certain other entities such as publicly traded entities treated as corporations under § 7704 of the Internal Revenue
Code, insurance companies, and banks will be classified as corporations. 7
These are per se corporations for taxation purposes. Unincorporated business
entities and other entities that are not per se corporations are "eligible entities."38
An eligible entity that has more than one owner may elect to be classified as a
corporation or partnership for taxation purposes. Such an eligible entity that
does not make an election is classified as a partnership under a default rule. An
eligible entity that has only one member may not elect partnership classification.
Such a one-member entity may elect to be classified as a corporation or be disregarded as a separate entity. A disregarded entity is treated as a sole proprietorship, branch, or division of its owner. A one-member eligible entity that does not
make an election is disregarded as a separate entity. '
An eligible entity that does not make an election and is classified as a partnership (more than two members) or is disregarded as a separate entity (one member), may elect to be classified other than as provided in the default classification
within a prescribed time period but may not thereafter change its classification
for five years. 1
The classification of entities in existence before January .1, 1997, will be
respected if (1) there is a reasonable basis for the classification, (2) that same
classification was claimed for all prior periods, and (3) neither the entity nor any
of its members was notified before May 8, 1996, that the classification is under
42
audit.
Foreign business entities have additional classification rules which are not discussed here.
The "check-the-box" regulations were promulgated by the government with the
general support of professional groups. Because of the relative ease of choosing
the taxation of an organization under these regulations, business people will
probably not spend as many resources on consultants, advice, or ruling requests.
The regulations appear to be simpler and more flexible than the resemblance test.
Provisions in limited liability company agreements were previously drafted with
classification at risk. Under the resemblance test, a limited liability company
35.
36.
37.
38.
39.
40.
41.
42.

Treas.
Treas.
Treas.
Treas.
Treas.
Treas.
Treas.
Treas.

Reg.
Reg.
Reg.
Reg.
Reg.
Reg.
Reg.
Reg.

§ 301.7701-1(a)(2) (as amended in 1996).
§§ 301.7701-1(b), 301.7701-4 (as amended in 1996).
§ 301.7701-2(b) (as amended in 1996).
§ 301.7701-3(a) (as amended in 1996).
§ 301.7701-3(b)(1)(i) (as amended in 1996).
§§ 301.7701-2(a), 301.7701-3(a) (as amended in 1996).
§ 301.7701-3(c)(1) (as amended in 1996).
§ 301.7701-3(e)(2) (as amended in 1996).
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could utilize only one of the corporate characteristics of free transferability, continuity of life, and centralized management and still obtain conduit taxation.
This caused a balancing act. A limited liability company that vested management in one or more managers may have had the corporate characteristic of centralized management. One that provided that certain specified events did not
result in dissolution may have had continuity of life. As a result, many agreements provided for dissolution upon disassociation unless the other members
agreed to continue the entity. One that provided modified default provisions may
have had free transferability of interest. Under "check-the-box," an eligible entity with at least two members may elect conduit taxation. Limited liability company agreements do not have to be designed with as much attention to classification risk and should be free to record business concerns.
The regulations allow a single member limited liability company the effect of
pass-through treatment by allowing it to elect to be disregarded as a separate
entity. The elective system should place the limited liability company in contention for conduit organization choice. However, the "check-the-box" regulations for federal income tax classification purposes do not eliminate the role of
transfer taxation in choice-of-organization decisions.
B. Transfer Tax Planning
In addition to current choice-of-organization concerns, business people often
desire to consider future estate planning capabilities for the chosen entity. Often,
this includes the orderly transfer of property to family members and their
entrance into the business. A succession plan in Mississippi likely involves real
estate. In many instances, the avoidance of unnecessary gift, estate, and generation-skipping transfer taxes and the minimization of estate administration
expenses become as important or more important to an older business person
than the conduit income tax concerns. In essence, the business person wants to
give the business to family, in pieces, over time. A limited liability company is a
suitable organization for such annual gifts.
A major estate planning technique involves utilizing the annual gift tax exclusion. 3 Under the current provision, the first $10,000 of property given to a person is excluded in computing the donor's taxable gifts for the year, provided the
gifted property is a present and not a future interest. In fact, a donor is not
required to file a gift tax return for gifts no larger than the exclusion. A gift of
an interest in a limited liability company constitutes a present interest."
Married persons may elect to treat gifts to third parties as made one-half by
each." This "split" provision increases the annual exclusion to $20,000 per
donee per year for consenting married couples. Further, a nontaxable annual
exclusion gift, taking into account the "split" provision, is not taxable for generation-skipping tax purposes in an outright (not in trust) direct skip; or in a direct
43. I.R.C. § 2503(b) (1994).
44. Treas. Reg. § 25.2503-3(a) (as amended in 1983).
45. I.R.C. § 2513 (1994).

1998]

THE FUTURE OF LIMITED LIABILITY COMPANIES

skip to a trust which only provides distributions to the individual beneficiary during lifetime and is includible in the individual's estate if the trust does not terminate before the individual does.46 As a result, an older generation donor may give
$10,000 annually to a younger generation family member, free of gift and generation-skipping tax. If married to a consenting spouse, $20,000 may be transferred. Such nontaxable gifts are not owned by a decedent at death,47 unless
includible under a transfer section, ' and are not taken into account under the unification process 9 which adds only taxable gifts to the assets owned at death. An
annual exclusion gift program, begun early and completed regularly, allows substantial transfers of property free of gift, estate, and generation-skipping tax.
In addition to the annual exclusion, each individual may currently transfer, during lifetime or at death, up to $600,000 in value, which generates a transfer tax
of $192,800,0 which is then reduced by the individual's unified credit allowable
of $192,800. In essence, gifts in excess of the nontaxable annual exclusion, but
not in excess of $600,000, do not incur any gift or estate tax. Each individual is
also allowed to exempt the transfer of $1 million of property from the generation-skipping tax52 through a complex inclusion ratio. 3 Generally, the exemption
is allocated to transfers made by a donor. If the amount of exemption allocated
to a transfer is equal to the value of the transfer, the inclusion ratio is zero and
there is no generation-skipping tax. If no exemption is allocated to a transfer (or
no exemption remains because it has been previously utilized) the inclusion ratio
is one and the generation skipping-transfer is taxed at the highest marginal rate
of estate tax. In essence, generation-skipping transfers in excess of the annual
exclusion, but not in excess of the generation-skipping exemption allocation, do
not incur generation-skipping tax. A gift program in excess of the annual exclusion, but not in excess of $600,000 in value, is free of gift, estate, and generation-skipping tax. These direct transfer tax incentives to make gifts support the
estate planning industry.
In addition to the direct incentives to make gifts, there are also indirect tax
benefits. Appreciation on gifted property inures to the benefit of the younger
generation donee and is eliminated from the estate of the older generation donor.
Further, income produced by gifted property is taxed to the donee and is eliminated from the donor's income and estate.
An interest in a limited liability company may be easily transferred from an
older donor to a younger generation family member to utilize gift planning since
ownership in the company is represented by units of participation, similar to
stock in a corporation, or capital accounts, like a partnership.
46.
47.
48.
49.
50.
51.
52.
53.

I.R.C.
I.R.C.
I.R.C.
I.R.C.
1.R.C.
1.R.C.
I.R.C.
I.R.C.

§ 2642(c) (1994).
§ 2033 (1994).
§§ 2035-2038 (1994).
§ 2001(b)(1)(B) (1994).
§ 2001(c) (1994).
§ 2010(a) (1994).
§ 263 1(a) (1994).
§ 2642(a)(1) (1994).
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C. Other Tax Considerations
A limited liability company provides other favorable tax treatment. A
member of a limited liability company is not personally liable for the debts of the
organization. The basis rules for partnerships generally provide that the partnership's basis in its assets (inside basis) equals the partner's basis in his or her partnership interest (outside basis) since a partnership is a conduit and not a separate
entity."' The basis adjustment rules"5 preserve this equality between inside and
outside basis by treating an increase in the partnership's debt as a contribution by
the partners" and a decrease in such debt as a distribution to the partners. 7
Recourse liability increases the outside basis of the partners' obligated and nonrecourse liability increases all the partners' outside basis.5 8 Since a limited liability company is taxed as a partnership, but no member is personally liable for
obligations not personally guaranteed, a limited liability company debt not personally guaranteed by members allows all the members' outside basis to
increase. In a limited partnership, such nonrecourse debt increases only the general partner's outside basis, since the general partner has personal liability for
partnership debt.5 The increase in basis for all limited liability company members for nonrecourse liabilities is an advantage over the other conduits.
At death, a decedent's basis in assets owned steps to fair market value at date
of death. To maintain the inside/outside basis equality, the basis of the
deceased's partnership interest is increased over such fair market value by the
successor's share of partnership liabilities so as not to exclude these liabilities
from basis. 1 Further, a limited liability company may elect 2 to utilize the
optional basis adjustment 63 to step-up the basis of its assets (inside basis) at the
death of a member or on any taxable transfer by a member. In a corporation, any
basis adjustment at death is limited to the outside basis of the stock and does not
affect the entities' inside basis of its assets. On a later sale by the organization
of the asset, a higher basis in the asset results in less income tax. The increase
over market value for partnership liabilities and option to step-up inside basis in
a limited liability company is an advantage over a corporation.
A limited liability company may utilize different classes or types of ownership
provided any allocation of income, gain, loss, deduction or credit has substantial
economic effect. 4 A limited partnership has the general/limited classes. An S
corporation has restrictions on the differences in types of stock that may be
54.
55.
56.
57.
58.
59.
60.
61.
62.
63.
64.

I.R.C.
I.R.C.
I.R.C.
I.R.C.
Treas.
Treas.
I.R.C.
Treas.
I.R.C.
I.R.C.
I.R.C.

§ 705 (1994).
§ 752 (1994).
§ 752(a) (1994).
§ 752(b) (1994).
Reg. §§ 1.752-2, 1.752-3 (1991).
Reg. § 1.752-3 (1991).
§ 1014 (1994).
Reg. § 1.742-1 (1960).
§ 754 (1994).
§ 743(b) (1994).
§ 704(b) (1994).
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issued. Additionally, the members of a limited liability company may be individuals, corporations, or trusts. An S corporation has restrictions on the types and
number of shareholders.
A limited liability company offers an alternate to an irrevocable trust.
Currently, trust income tax rates reach 39.6% on $7500 of income.65 Many
trustees distribute most income to beneficiaries seeking lower rates. After distribution, the beneficiary's temptation is to spend the money. As a conduit, a limited liability company's income passes to the members whether distributed or not.
No distribution allows continued accumulation of funds at a potentially lower
rate without the member being tempted to spend the money. Further, members
may amend an operating agreement or terminate a limited liability company
more easily than they can amend an irrevocable trust agreement.
A limited liability company allows spreading of income among family members when it holds assets leased to a family business, since the rent collected
passes to the members. It may also be a viable solution to nominee corporation
concerns where lenders require an entity and borrowers desire a conduit.
As a limitation on tax shelters, one may not generally use losses from passive
activities to offset non-passive activities.68 Passive activities are generally activities in which one is not materially participating by being involved on a regular,
continuous, and substantial basis and rentals 7 subject to a special allowance for
active participants in certain real estate activities.68 A limited partner's interest is
generally passive. 9 Material participation sufficient to satisfy the passive loss
rules may cause a limited partner to lose limited partner status. A limited liability company member may materially participate without losing limited liability to
obtain active losses.7"
A partner's distributive share of a general partnership's trade or business
income is subject to self-employment tax.71 A general partner in a limited partnership is subject to the same rule although a limited partner's distributive share
of trade or business income is not subject to self-employment tax unless it is
received as a guaranteed payment.7 2
In a limited liability company with a manager, the non-manager members are
equated with limited partners in a limited partnership and not subject to self
employment tax provided the organization could have been organized as a limited partnership and the member could have been a limited partner. The manager
members are equated with general partners and are subject to the tax.73 In a limited liability company that is member managed, all members are treated as man65.
66.
67.
68.
69.
70.
71.
72.
73.

I.R.C. § 1 (1994).
1.R.C. § 469(a) (1994).
I.R.C. §§ 469(c)(1), (2) (1994).
I.R.C. § 469(i) (1994).
I.R.C. § 469(h)(2) (1994); Temp. Treas. Reg. § 1.469-5T(e)(2) (1992).
Temp. Treas. Reg. § 1.469-5T(e)(3)(i)(B) (1992).
I.R.C. § 1402(a) (1994); Treas. Reg. § 1.1402(a)-l(a)(2) (1974).
I.R.C. §§ 707(c), 1402(a)(13) (1994).
Prop. Treas. Reg. § 1.1402(a)-18(b) (1997).
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agers and are subject to the tax.7" Of course, non-trade or business income passes to members of a limited liability company with the same character as to the
company.
The family partnership rules of I.R.C. § 704(e) and Treasury Regulation §
1.704-1(e) are designed to tax partnership income to the person whose labor or
capital earned the income. If capital is a material income-producing factor, a
person is recognized as a partner if he owns a capital interest, whether obtained
by purchase or gift. However, when obtained by gift, income must be allocated
(1) to reasonably compensate the donor for services rendered and (2) to not allow
a proportionately greater allocation to the donee's capital than the donor's capital.
These family partnership rules are income tax based and prohibit a donor's transfer of a nominal interest in a partnership followed by large disproportionate allocations of income to the donee's interest. Concern exists as to whether or not
these income tax based family partnership rules apply to determine if the donee
or the donor is the owner for estate and gift transfer tax purposes. For purposes
of this Article, I am assuming the allocations and the reality reflect recognition of
the donee's interest for income and estate and gift tax purposes.
D. Nontax Considerations

Significant non-tax reasons exist to utilize a limited liability company for
estate planning. Since a gift of an ownership interest is analogous to a capital
account of a partnership or shares of stock of a corporation, it is effected, for the
most part, on the books of the company. Recorded transfer documents are eliminated. Many Mississippi business people own real estate which may be transferred to a limited liability company by deed and then. effectively transferred to
donees annually on the books of the company without further deeds.
No member in a limited liability company is personally liable for the debts,
obligations, or liabilities of the company.7" The limited partners in a limited partnership have the same privilege, but their general partner is fully liable for all
debts and liabilities of the partnership.7" As previously mentioned, many limited
partnerships use a corporation with few assets as general partner which probably
provides adequate liability limitation. Although few cases are reported, it has
77
been suggested that creditors may pierce the veil of a corporate general partner.
A limited liability company allows investors and family members to actively
participate in management without losing limited liability. A limited partner in a
limited partnership may be considered a general partner if he participates in the
control of the business, 78 although this is apparently minimal risk; 79 a limited
partner may be a contractor, agent, or employee of the partnership.8"
74. Prop. Treas. Reg. § 1.1402(a)-18(c)(3) (1997).
75. MIss. CODE ANN. § 79-29-305 (1996).
76. MIss. CODE ANN. § 79-14-303 (1996).
77. McCullough & Dillard, supra note 23, at 129-31; William J.Rands, Pass Through Entities and Their
UnprincipledDifferences Under FederalLaw 49 SMU L. REv. 15 (1995).
78. MISS. CODE ANN. § 79-14-303(a) (1996).
79. McCullough and Dillard, supra note 23, at 130; Rands, supra note 77, at 24-25.
80. MIss. CODE ANN. § 79-14-303(b)(1) (1996).
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Younger generation members need to acquire business acumen. During the
process, a limited liability company provides centralized control over management, investment, and cash flow. The entity provides a pooling of family funds
with a potential reduction of investment expenses. A buy-sell arrangement
assists in keeping assets in the family and providing asset protection against
failed marriages.
A limited liability company operating agreement is similar to bylaws and is
amended by appropriate action. The agreement details contributions, distributions, allocations, authority, withdrawal, dissolution, termination, and other relevant matters. Freedom to amend allows flexibility. There may be some protection from the claims of future creditors because creditors may not generally force
distributions.
A limited liability company reduces out-of-state probate costs, since an interest
is personal property and an asset of the owner's state of domicile.
Limited liability companies are being used in joint ventures, oil and gas investments, companies that anticipate start-up losses, real estate ventures, businesses
with inactive owners, equipment leasing businesses, high investment-risk businesses such as restaurants, etc., and businesses with little need to retain earnings.
They are not being as widely used for estate planning purposes or in companies
with large needs to retain earnings, fluctuating profits and losses, or a desire to
go public. 1 In Mississippi, many of the people making the choice of organization decision are influenced by the role of valuation discounts in estate planning.
The possibility of a smaller valuation discount for an interest in a limited liability
company is a major negative consideration.
E. Valuation and Discounts
1. General Valuation Principles
Transfer tax is calculated based upon the value at the date of gift8 2 or time of
death.83 "Value" is sprinkled throughout the Internal Revenue Code, but nowhere
substantively defined. The traditional definition of fair market value of property
for transfer tax purposes is "the price at which the property would change hands
between a willing buyer and a willing seller, neither being under any compulsion
to buy or sell and both having reasonable knowledge of relevant facts."84
One commentator introduced the yin and yang of valuation as follows:
Of all the terms used in the federal tax laws, few are as important as "value" and
"fair market value." The tax court put it nicely in a 1990 decision when it said:
"As must be true of any market-based economy, the concept of fair market value
has always been part of the warp and woof of our income, estate and gift tax
81.
Bruce
82.
83.
84.

For a general discussion of appropriate and nonappropriate uses from which this list was obtained, see
D. Benard, Recent Developments Affect Choice-of-Entity Decision, 25 TAx'N FOR LAWS. 260, 266 (1997).
I.R.C. § 2512(a)(1994).
I.R.C. § 2031(a)(1994).
Treas. Reg. §§ 25.2512-1, 20.2031-1(b) (1965).
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laws, and concomitantly the necessity of determining the fair market value of
numerous assets for equally numerous purposes has always been a vital and
unavoidable function of the tax administrative and judicial process."8
Revenue Ruling 59-60,88 the leading Treasury pronouncement concerning
closely held business valuation, is silent about a discount for lack of marketability or liquidity which recognizes limited salability. Cases have allowed such discounts to reflect the lack of an immediate market in comparison to a listed security.' When applicable, the business is valued using a regular valuation method.
Then, a percentage discount is subtracted to consider the lack and creation of a
market. Revenue Ruling 59-60 discusses a discount for a minority interest which
recognizes that a minority owner may not force a liquidation and obtain his share
of that organization's assets." A number of cases have allowed such discounts to
would pay for a minorreflect lack of control and that the amount a willing buyer
89
interest.
controlling
a
for
than
less
ity interest is usually
Separate discounts should probably be allowed for marketability and minority
However,
purposes since a controlling interest may still lack marketability."
91
them.
between
distinguish
do
not
and
discounts
many cases merge the
The valuation principles of Revenue Ruling 59-60 are couched in terms of
closely-held stock. Treasury takes the position that unincorporated business
interests are valued in the same manner as stock.2 A limited liability company
that elects partnership classification is probably treated like a partnership for discount purposes. Most people probably believe a general partnership interest is
not entitled to as substantial a discount as a limited partnership interest although
there are few reported cases involving either.
A common estate planning technique involves utilization of lack of marketability and minority interest discounts in limited partnerships. 3 Treasury initially
resisted allowing a minority interest discount in a family entity on principles of
concerted action, attribution, and aggregation of family members, ' but has now
85. Nestle Holdings, Inc. v. Commissioner, 94 T.C. 803, 815 (1990); for a comprehensive treatment of "fair
market value" see JOHN A. BOGDANSKI, FEDERAL TAX VALUATION

1.0, 1-2 (1996).

86. Rev. Rul. 59-60, 1959-1 C.B. 237.
87. See, Central Trust Co. v. United States, 305 F2d 393 (Ct. Cl. 1962).
88. Rev. Rul. 59-60, 1959-1 C.B. 237.
89. For a comprehensive discussion of discounts, see BOGDANSKI, supra note 85, chapter 4; see also James
R. Repetti, Minority Discounts - The Alchemy in Estate and Gift Taxation, 50 TAx L. REv.415 (1995).
90. See an example of a calculation utilizing separate lack of marketability and minority discounts in Louis
A. Mezzullo, Estate Planning with Limited Partnershipsand Limited Liability Companies, 53 N.Y.U. Institute
8-1, 8-23 (1995).
91. See Estate of Ernest E. Kirkpatrick, 34 T.C.M. 1490 (1975); Estate of Sidney L. Katz, 27 T.C.M. 825
(1968).
92. Treas. Reg. § 20.2031-3 (1992); Rev. Rul. 68-609, 1968-2 C.B. 327; I.R.S. Valuation Guide for Income,
Estate and Gift Taxes, 7-11 (Jan. 1994).
93. Lance S. Hall & Timothy C. Polacek, Strategiesfor Obtaining the Largest Valuation Discounts, 21 EST.
PLAN. 38 (1994); Samuel Weiner & Steven D. Leipzig, Family Limited PartnershipsCan Leverage the Annual
Exclusion and Unified Credit,82 J. TAX'N 164 (1995); Andrew J. Willms, Drafting Tips to Obtain Maximum Tax
Savings From FLPs, 24 TAX'N FOR LAWS. 196 (1996); Louis A. Mezzullo, Estate Planning with Limited
Partnershipsand Limited Liability Companies, 53 N.Y.U. Institute 8-1 (1995).
94. Rev. Rul. 81-253, 1981-1 C.B. 187.
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agreed that relationship is not to be taken into account." Minority discounts
have been allowed in valuing general partnership interests96 and limited partnership interests. 7 This allowance recognizes lack of control and being outvoted by
others.
Control is evidenced in management, distributions, transfers of interest, withdrawal or liquidation of an interest, major events, and termination before the
expiration of the term of the organization. Local law determines the rights of
parties. The flexible Mississippi Limited Liability Company Act allows the
members to provide any restrictions they desire by agreement under § 79-29307(3).
Generally, the smaller the cumulative ability to control, the larger the valuation
discount and vice versa. Due to the newness of limited liability companies, there
are currently no reported cases involving a valuation discount under the general
valuation principles. However, limited partnerships are older and deep discounts
are often available to limited partnership interests 9 because of the limitations on
the interest. Typically, a limited partner does not participate in management, has
nothing to say about distributions, may only transfer an interest with the approval
of the general partner subject to a buy-sell agreement, may not withdraw and
receive a value based on the liquidation value of the assets, has nothing to say
about major events (such as sale of partnership assets, borrowing money, etc.)
and may not unilaterally terminate the organization before the expiration of the
term of the agreement. Such a limited partner's interest would probably be valued with a "going concern or cash flow analysis"99 based on operational or earnings value which would probably be lower than a proportionate portion of the
assets in the partnership. In this instance, the sum of the parts is less than the
whole. The going-concern value presupposes that the entity remains an on-going
business and is not divided into asset pieces on a withdrawal or termination.
Going concern value reflects the inability to manage, demand distributions,
transfer at will, withdraw at will and receive full value, terminate at will, etc. In
essence, a limited partner is trapped and the purchase price of his restricted interest in an arm's length transaction would be lower than an unrestricted interest.
Restrictions create discounts and discounts leverage the annual exclusion, unified credit, and generation-skipping transfer tax exemption for estate planning
purposes in family organizations. Under the general valuation principles,
Mississippi limited liability company members may provide any restrictions they
95. Rev. Rul. 93-12, 1993-1 C.B. 202; see also Bruce M. Reynolds, IRS Modifies Position and Allows
Discounts on Intra-FamilyStock Transfers, 71 TAXEs 381 (1993).
96. Estate of John R. Moore, 62 T.C.M. 1128 (1991); Estate of Lucile Marie McCormick, 70 T.C.M. 318
(1995); Estate of Watts v. Commissioner, 823 F.2d 483 (1 1th Cir. 1987); Estate of Goldie C. Brown v.
Commissioner, 36 T.C.M. 375 (1977); Estate of Woodbury G. Andrews v. Commissioner, 79 T.C. 938 (1982);
see also Rev. Rul. 68-609, 1968-2 C.B. 327.
97. Estate of Daniel J. Harrison, Jr. v. Commissioner, 52 T.C.M. 1306 (1987); Estate of Virginia Z, Harwood
v. Commissioner, 82 T.C. 239 (1984), afftd, 786 E2d 1174 (9th Cir. 1986), cert. denied, 479 U.S. 1007 (1986);
Knott v. Commissioner, 55 T.C.M. 424 (1988).
98. Hall & Polacek supra note 93, at 38; Weiner & Leipzig supra note 93, at 164; Willms supra note 93, at
196; and Mezzullo supra note 90, at 8-23.
99. Mezzullo, supra note 90, at 8-4.
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desire by agreement. Further, these general valuation principles probably provide a limited liability company as substantial a valuation discount as a C corporation, S corporation or limited partnership.
Discount planning activity has not gone unnoticed by the Internal Revenue
Service which has challenged some aggressive activities.0 0
Congress apparently believed some family organizations create exaggerated
rights or restrictions which result in artificial discounts designed to devalue interests in the organization.
If restrictions are designed by agreement, abuse may follow. To prevent abusive discounts by agreement under the general valuation principles, additional or
special valuation rules were created.
2. Special Valuation Rules
Family organizations, including limited liability companies, must contend with
the special valuation principles of Chapter Fourteen of the Internal Revenue
Code, §§ 2701-2704. This 1990 action of Congress" 1 was intended to prevent
valuation abuses in closely held businesses.' 2 In general, the legislation specially values (lowers) the valuation of retained interests by ignoring restrictions
(causing gift tax at the time of transfer) or by treating the later removal of the
restrictions as a transfer subject to gift tax.
Chapter Fourteen merely contains four code sections which function independently. These are, however, extremely complex, since they are intended to prevent particular abuses. Section 2701 prevents artificial restrictions in an "estate
freeze."'0 3 Section 2702 prevents removing a partial, successive interest at no
04
tax cost in a grantor retained income trust or a joint purchase of property.
Section 2703 ignores agreements that depress value and are testamentary in
nature.'"
Section 2704 limits the effect of rights and restrictions that obtain,
lapse, or may be removed by the family.' The legislation contains elaborate definitions including transfers that may not be considered transfers for traditional
estate and gift tax purposes and definitions of family members that vary between
§ 2701, § 2702 and § 2704. When a transfer occurs under Chapter Fourteen, the
donor must receive an interest equalling what was transferred or be subject to a
valuation which results in current gift tax on the transfer. The exceptions to special valuation generally involve bona fide commercial transactions or the donor's
100. For example, a family limited partnership created pursuant to a power of attorney for a person on life
support system two days before her death was ignored as a sham entered into solely to create a discount and
reduce estate tax. Tech. Adv. Mem. 97-19-006 (May 19, 1997); see also Tech. Adv. Mem. 97-23-009 (June 6,
1997); and Estate of Helen M. Trenchard, 69 T.C.M. 2164 (1995).
101. Section 11602 of the Omnibus Budget Reconciliation Act of 1990, Pub. L. No. 101-508, 104 Stat. 1388
(1990).
102. For a comprehensive discussion of Chapter 14 see BOGDANSKI, supra note 85, at chapters 4-6; see also
Lois S.Harrison, The Real Implications of the New Transfer Tax Valuation Rules-Success or Failure? 47 TAX
LAW.

103.
104.
105.
106.

885 (1994).
I.R.C. § 2701 (1994).
I.R.C. § 2702(1994).
I.R.C. § 2703 (1994).
I.R.C. § 2704 (1994).
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receipt of an interest with an equal replacement value in the donor's estate for the
transferred interest.
a. Section 2701
An estate freeze involves an ownership interest's division into two interests. A
stable, senior, high value, equity interest is retained by the donor and a growth
oriented, subordinate, low value, residual, equity interest is transferred to the
donee. Thereafter, the value of the frozen interest remains approximately the
same and is part of the donor's estate; the growth interest appreciates, but inures
to the benefit of the donee, outside the donor's estate." 7
Section 2701 applies a special valuation rule to calculate the value of a transferred interest in controlled entities."0 8 The value of the transferred interest is
determined by subtracting the value of the retained interest from the total value
of the donor's interest before the transfer."9 For these purposes, only specified
retained rights are considered to have value.110 Retained fights other than fixed
rights to distributions are disregarded. The goal of Congress was to begin with
the total value of the donor's interest (under regular valuation methods) before
the transfer from which one subtracts a low value for the retained rights (since all
retained rights other than a few fixed ones are disregarded) which results in a
high value for the transferred rights and therefore incurs gift tax.
In some circumstances § 2701 does not apply. This special valuation rule does
not apply if the transferred interest and the retained interest are of the same class
of equity or the only differences between the equity interests are non-lapsing voting rights, rights to management, or limitations on liability.111 Thus, the § 2701
special valuation rule is avoided if income, gain, loss, deduction and credit are
allocated among the members, based on capital accounts, since the transferred
and retained interests would be the same class of equity interest.
As a result, a limited liability company with only one class of equity interest
has no § 2701 special valuation concern.
b. Section 2702
A variation of an estate freeze involves partial, successive interests in property.
A donor may give a remainder interest to a donee and retain an income interest.
If the retained income interest is overvalued, the gifted remainder is undervalued.
In some instances, a donor may give an income interest to a donee and retain a
remainder interest. If the retained remainder interest is overvalued, the gifted
income interest is undervalued.
Section 2702 values abusive retained interests (all retained interests other than
three categories of non-abusive "qualified interests") 2 at zero which increases
107. For pre-Chapter 14 examples, see Byrle M. Abbin, The Value-Capping Cafeteria-Selectingthe
Appropriate Freeze Technique, 15 U. MIAMI INST. EST. PLAN. Ch. 20 (1981).
108. Treas. Reg. §§ 25.2701-2(a)(1) & (2), 25.2701-2(b)(5) (1992).
109. Treas. Reg. § 25.2701-3(a)(1) (1992).
110. Treas. Reg. §§ 25.2701-2(b)(6)(i), 25.2701-2(b)(4)(iii) (1992).
111. Treas. Reg. § 25.2701-1(c)(3) (1994); Priv. Ltr. Rul. 94-15-007 (Jan. 12, 1994).
112. Treas. Reg. § 25.2702-3 (as amended in 1995).
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the value of the gift. The primary transactions considered abusive are grantorretained income trusts and joint purchases. In a grantor-retained income trust,
the grantor transfers property to a trust and retains the trust income for a term of
years shorter than his life expectancy with the remainder to his children. The
value of the remainder is small, based on life expectancies. Under the regular
valuation rules, if the grantor dies during the term of years, the corpus is includable in the grantor's estate, 1 3 although the property is excluded from adjusted
taxable gifts in the unification process."' However, if the grantor outlives the
term of years, any appreciation on the corpus of the trust after the transfer inures
to the benefit of the children.
In a joint purchase, the grantor buys an income interest for life and at the same
time, his children buy a remainder interest in the same property. Both pay fair
market value. Under the regular valuation rules, no gift is made at purchase and
at the grantor's death, nothing is includable under § 2033 or § 2036.
Section 2702 places a zero value on the retained income interest in a grantorretained income trust and treats the joint purchase as though the term interest
purchaser bought and transferred the entire property. In both instances, it is
treated as though the grantor made a gift of the value of the entire property.
Section 2702 applies the zero special valuation rule to transfers of interests in a
controlled entity to a trust if the donor or certain of his relatives retain an interest
in the trust.
The rule of this section is avoided by not funding a grantor-retained income or
annuity trust with an interest in a limited liability company, nor making a joint
purchase of a life interest and remainder interest of an interest in a limited liability company.
c. Section 2703
Valuation is affected by value-fixing agreements. Congress did not want
someone to avoid transfer tax by agreeing to sell, acquire, or use property at an
artificially low price that is less than fair market value. Section 2703 disregards
any price under an agreement that does not meet certain conditions. Section
2703 provides that the value of property is determined without regard to rights or
restrictions to acquire, use, or sell at less than fair market value, determined
without regard to the rights or restrictions."' This portion of Chapter Fourteen
codifies many general valuation rules. 16 Congress did not want agreements to
reduce valuation below traditional willing buyer/willing seller fair market value.
Apparently, Congress believed an agreement might comply with the general valuation rules and still be a depressed value below fair market value. If applicable,
§ 2703 disregards or ignores the agreement.
113.
114.
115.
116.

I.R.C.
I.R.C.
Treas.
Treas.

§ 2036 (1994).
§ 2001(b)(1994).
Reg. § 25.2703-1(a) (1992).
Reg. § 20.2031-2(h) (1992).
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There are exceptions to the disregarding rule of the provision. Section 2703
(b) provides that an agreement is not disregarded if it meets the following three
separate requirements:
1. It is a bona fide business arrangement;
2. It is not a device to transfer property to members of the decedent's
family for less than full and adequate consideration in money or money's worth;
and
3. Its terms are comparable to similar arrangements entered into by persons in
an arm's-length transaction.117
The regulations provide that the three requirements for exception to the disregarding rule of the statute are met if more than fifty percent of the value of the
property subject to the agreement is owned by individuals who are not members
of the transferor's family.118 Although, the other sections of Chapter Fourteen
only apply to transfers to family members, § 2703 may also apply to non-family
members. Under § 2703(b), an agreement between owners is disregarded unless
the agreement meets all three independent requirements, only one of which deals
with a transfer to a family member. Since few people would be willing to transfer assets to non-family members for less than fair market value, the regulations
provide that where more than half of the value of the property subject to the
agreement is owned by individuals who are not members of the transferor's family, the agreement meets all three requirements of § 2703(b) and is not disregarded. The regulations further complicate the area by defining family members as
those in § 25.2701-2(b)(5) and any other natural object of the transferor's
bounty. 9'
The rules of this section must be complied with for interests in limited liability
companies and other business organizations.
d. Section 2704
Section 2704 supplies rules to resolve the treatment of certain rights and
restrictions. Section 2704(a) treats lapses in voting or liquidation rights as transfers resulting in gifts, and § 2704(b) disregards certain liquidation restrictions
resulting in a higher inclusion for estate tax purposes.
When a business is liquidated, its assets are transferred to its owners in return
for their equity interest and the business ceases. The right of an owner to require
a liquidation is a valuation positive and the absence of such a right is a valuation
negative. I.R.C. § 2704(a) treats a lapse of a voting or liquidation right in a corporation or partnership as a transfer by the person holding the right. The provision was intended to change the result in Estate of Daniel J. Harrison Jr.v.

Commissioner.2 Mr. Harrison created a limited partnership of which he was a
1% general partner and a 77.8% limited partner. Each of two children was a
117.
118.
119.
120.

Treas. Reg. § 25.2703-1(b)(2) (1992).
Treas. Reg. § 25.2703-1(b)(3) (1992).
Treas. Reg. § 25.2703-1(b)(3) (1992).
52T.C.M. 1306 (1987).
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10.6% general partner. The partnership agreement provided that each of the general partners could unilaterally liquidate and dissolve the partnership during life.
The agreement also provided that, at the death of a general partner, his general
partnership interest was subject to an option to be sold to the other general partners for its fair market value and the remaining general partners could continue
the partnership rather than liquidate and dissolve it.
Upon Mr. Harrison's death, his children, as the remaining general partners,
exercised the option, bought his interest for its $750,000 fair market value, and
elected to continue the partnership rather than liquidate and dissolve. Although
Mr. Harrison's general interest had the right to liquidate before his death, the court
determined that, at death, the only interest the estate owned was a limited interest
which had no right to liquidate. In effect, death shifted his interest into one which
could not cause liquidation. The result was that his interest was valued as a going
concern on an earnings analysis basis and not on an asset liquidation basis.
Going concern valuation is generally lower than liquidation valuation. The going
concern value of his limited interest, without a liquidation right, was determined
to be approximately 44% less than the value had it been coupled with the general
interest, with a liquidation right. As a result of the lapse of the liquidation right,
approximately $26 million of value escaped transfer taxation. Based upon this
case, donors began transferring interests to family donees while retaining certain
lapsing rights, such as a unilateral right to cause liquidation of an organization or
his interest in it. The retained unilateral lapsing liquidation right decreased the
value of the interest transferred by gift (since the donor's interest had the right to
liquidate) resulting in little or no gift tax. Before the death of the donor, his
retained unilateral liquidation right lapsed resulting in little or no inclusion in his
estate (since the estate's interest had no right to liquidate).
I.R.C. § 2704(a) treats such a lapse as a transfer equal to the value which
escaped as a result of the lapse. In other words, the reduction in value as a result
of the disappearing right is treated as a transfer by the person holding the right if
he and certain members of his family control the entity before and after the
lapse. Control includes at least 50% of the capital or profit interests.12 ' The
transfer is a gift when the lapse occurs during the holder's life and a transfer
includible in the holder's estate when the lapse occurs at death.122 The amount of
the transfer is the excess of the value of all interests held by the owner before the
lapse over the value of those interests after the lapse.
There are some limitations on the application of the section. Congress apparently did not intend for § 2704(a) to affect minority or other discounts. 2 ' The
regulations 2 4 subtract the value of the donor's holdings before and after a transfer
as if they were held by one individual and minority or other discounts result from
holdings between more than one individual. Further, the regulations indicate that
there is no lapse of a right to liquidate where a non-family member's consent is
121.
122.
123.
124.

Treas. Reg. § 25.2704-1(a)(2)(i) (1992).
Treas. Reg. § 25.2704-1(a)(1) (1992).
H. R. CONF. REP. No. 964, 101st Cong., 2d Sess. 1137 (1990).
Treas. Reg. § 25.2704-1(d) (1992).
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required for liquidation12 so the application of § 2704(a) may be avoided by having an unrelated member of a limited liability company.
The Mississippi Limited Liability Company Act continuation provision probably allows a withdrawing member a unilateral liquidation and dissolution right.
The act provides that any member may withdraw at any time upon thirty days
notice.12 Since withdrawal is an event of dissociation, it may lead to a nonjudicial dissolution of the company unless the business is continued by the consent
of all the remaining members or continuation is otherwise provided in the certificate of formation or limited liability company agreement.127 A withdrawing
member has no unilateral right to cause the company to dissolve, since concerted
action of the remaining members may continue the company. However,
Treasury Regulation § 25.2704-1(a)(2)(v) provides that a liquidation right means
a right to compel the entity to acquire the holder's interest in the entity whether
or not it results in liquidation of the entity. Section 79-21-602 of the Mississippi
Code allows a withdrawing member to receive the fair value of his interest.
Based on this, it would appear that § 2704(a) may be a problem for family owned
limited liability companies.
Families were also creating restrictions on liquidation or management that
could be removed by the family or lapsed after the transferor's death. If an owner
is not able to cause liquidation of his interest, that restriction on liquidation
decreases the value of his interest under traditional valuation rules resulting in
little or no estate tax. As an example, assume F owns three-fourths and his son
and daughter own one-fourth of a partnership. Their agreement requires a vote
of all the partners to liquidate, although their state allows a vote of two-thirds to
liquidate, unless an agreement provides otherwise. F leaves his estate to his son
and daughter. Under traditional valuation rules, F's estate may discount F's
interest, since it has no liquidation right. However, after F's death, son and
daughter may liquidate or remove the restriction, since they have become the
only partners.
I.R.C. § 2704(b) requires that such restrictions on a right to liquidate an interest in an organization be disregarded. Lack of a liquidation right is a valuation
negative. Disregarding a liquidation right increases the value of the transferred
interest as valuation is then based on the right to receive assets at liquidation
value. In effect, the interest is valued as if the owner has the right to liquidate
provided by state law.128 Section 2704(b) applies where the transferor and certain
family members control the company129 and a transfer of an interest in a corporation or partnership is made to such family. 3 An "applicable restriction" is a limitation on the ability of the company to liquidate131 that lapses or may be
removed 32 and that is more restrictive than the limitations that would apply
125. Treas. Reg. § 25.2704-1(c)(2)(i) (1992).
126. MISS. CODE ANN. § 79-29-307-1(a) (1996).
127. Miss. CODE ANN. § 79-29-801(d) (1996).
128. Treas. Reg. § 25.2704-2(c) (1992).
129. Treas. Reg. §§ 25.2704-2(a), 25.2701-2(b)(5) (1992).
130. I.R.C. §§ 2704(b)(1)(A), 2704(c)(2) (1994).
131. I.R.C. § 2704(b)(2)(A) (1994).
132. I.R.C. §§ 2704(b)(2)(B)(i), (ii) (1994).
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under state law in the absence of the restriction. 33 The statute ignores a restriction on liquidation that lapses or may be removed by the family that is more
restrictive than local law, absent the restriction. The local default liquidation rule
makes this provision bothersome, since an "applicable restriction" is one that is
more restrictive than state law.
Flexible limited liability company statutes, such as Mississippi's, allow the
members to provide the restrictions they desire by agreement. In the absence of
agreement, a default liquidation rule applies. Any restriction is more restricted
than a flexible statute, since under it state law imposes no restriction. As a result,
§ 2704(b) appears to apply in states with flexible statutes. Further, under the regulation, 3 " it appears that in a state with a default rule with unanimous consent to
continue upon withdrawal of a member, any agreement for less than unanimous
consent is more restrictive than state law. However, in a state with a default rule
that allows majority consent to continue, any agreement which requires majority
consent or greater is not more restrictive than state law.
Under the flexible Mississippi Limited Liability Company Act, unless otherwise agreed, a member may withdraw at any time 135 and receive the fair value of
his interest based upon his right to share in distributions from the company. 38
This event of dissociation may lead to a nonjudicial dissolution unless the business is continued by the consent of all the remaining members or as otherwise
provided in the certificate of formation or limited liability company agreement. 37' This event of dissociation is similar to the general partnership concept
of dissolution. In essence, a member may withdraw at will and potentially dissolve and liquidate the entity in the absence of a contrary agreement of all the
remaining members. Any continuing business consent requirement for the
remaining members is more restrictive than the default rule and is an applicable
restriction, assuming the other requirements of § 2704(b) are met. As a result,
the restriction of continuing the business is disregarded and the transferor's interest is valued based on his right to receive his portion of the assets at liquidation
value. Further, any attempt to make it more difficult for a member to cause liquidation in the certificate of formation or operating agreement, such as limiting
the right to withdraw or allowing continuation upon the vote of less than all the
remaining members, is disregarded as an applicable restriction.
Arguably, a withdrawing member's right to his "fair value" based on his "right
to share in distributions from the limited liability company"" intends a valuation
of his interest based on a going concern or cash analysis basis. The reference to
"distributions" implies more of a going concern concept than an asset liquidation
concept. Also, the reference to "fair value" implies what a third party would pay
for a share in distributions absent control of the organization. However, no

133.
134.
135.
136.
137.
138.

Treas. Reg. § 25.2704-2(b) (1992).
Treas. Reg. § 25.2704-2(b) (1992).
Miss. CODE ANN. § 79-29-307(3) (1996).
MISS. CODE ANN. § 79-29-602 (1996).
MISS. CODE ANN. § 79-29-801(1996).
MISS. CODE ANN. § 79-29-602 (1996).
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authority currently exists as to the disposition of an issue based upon such an
argument.
The application of § 2704(b) may be avoided by having an unrelated member
and an operating agreement requiring unanimous consent of all members before
a withdrawing member is entitled to receive the value of his interest. Under such
an arrangement, the unrelated member could block the buy out of a withdrawing
member. Removal of such a blocking arrangement would require unanimous
consent. Since the restrictions are not removable by the family where a non-family member must consent, the restriction should not be an applicable restriction.
However, many Mississippi clients are not comfortable bringing a bona fide
unrelated third party into a closely held family business. An amenable, unrelated
party may be disregarded.
The Mississippi withdrawal procedure does not guarantee a withdrawing member a proportionate part of the assets of the company. Continuation or liquidation and dissolution of the entity is dependent on all the remaining members.
Arguably, some minority discount should be available because of the withdrawing members' lack of control. However, the amount of such discount may be less
than one in a limited partnership. The Mississippi Limited Partnership Act provides that a limited partner may withdraw as provided in the partnership agreement and in the absence of agreement within a six-month default rule although it
further provides that a limited partnership must have a specified term and prohibits withdrawal before the end of the term.139
Transfer tax planning supports the estate planning industry and valuation discounts often drive transfer tax planning for business interests. A limited liability
company probably does not provide as substantial a valuation discount under the
special valuation rules as a C corporation, S corporation or limited partnership.
III.

PROPOSED SOLUTION TO

§ 2704 PROBLEM

Section 2704 may be avoided if the Mississippi Limited Liability Company
Act is amended to provide that a member may withdraw only to the extent provided by the certificate of formation or limited liability company agreement.
Such an amendment would prohibit a unilateral liquidation and dissolution right
since a member would no longer be able to compel the entity to acquire his interest. Section 2704(a) should not apply. Further, this would change the at-will
default liquidation rule so that the member's agreement is not more restrictive
than state law and not an "applicable restriction." Section 2704(b) should not
apply either. Afterwards, the value of an interest for transfer tax purposes should
be based on a going concern or cash analysis basis. This proposed amendment
would allow the certificate of formation to state a term of life or date the limited
liability company must dissolve, if desired.
Unless the members desired, there is no reason for any event to lead to dissolution absent a continuation vote and they may provide the same continuity as a
corporation. If the members do want certain events to lead to dissolution absent
139. MISS. CODE ANN. §§ 79-14-603, 79-14-201(a)(4) (1996).
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some affirmative vote to continue, they may designate the event and the vote
required. A limited liability company would allow a flexible, all purpose, organization that could be structured as desired and still qualify as a conduit for tax
purposes. The limited liability company default rules regarding continuity of
life, centralized management, and transferability of interest were apparently
designed, in part, with compliance with the resemblance classification regulations in mind. Since the resemblance regulations are gone, the default rules may
go. It is startling to realize that under the "check-the-box" regulations one may
create an organization with the four corporate characteristics of limited liability,
centralized management, full transferability, and continuity of life and still qualify as a conduit for tax purposes.
If the Mississippi Limited Liability Company Act is amended to remove any
valuation discount differential between a limited liability company and other
organizations, a limited liability company would become a more useful organization for Mississippi families.
IV CONCLUSION

Substantial non-tax and tax reasons exist to utilize a limited liability company
in Mississippi, since it offers conduit taxation with limited liability for all members in a single organization which should be a simpler, less expensive alternative to a limited partnership with another limited liability entity as general partner. Any new organization experiences growing pains of resistance to change,
drafting, acceptance in the communities, and lack of interpretative materials.
Business plans and estate plans need to mutually co-exist to provide what is
needed to operate a business and satisfy transfer tax concerns. After the "checkthe-box regulations," a limited liability company may provide the same continuity of life as a corporation, if the Mississippi enabling act is amended to provide
that the certificate of formation or limited liability company agreement provides
the events, if any, that lead to dissolution absent a continuation vote, if any. This
proposed amendment would avoid § 2704 if the limited liability company default
liquidation rule is no withdrawal right and walk the Chapter Fourteen and general valuation tightrope to remove any valuation discount differential between a
limited liability company and other organizations resulting in a flexible, all purpose, conduit organization.
"How ' a limited liability company?"
"Good.. . but it could be better"

